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ton Friedman handed us not so much a
postulate as a divine law when he said
that “[i]nflation is always and every-
where a monetary phenomenon.” But
a new generation of central bankers
and economists is having its doubts.
“Some worry that the rapid growth
of money and credit will lead to infla-
tion,” the Beijing office of the World
Bank advises in its June Quarterly Up-
date. “However, with a lot of [spare]
capacity in China and world-wide
putting downward pressure on raw
material prices unlikely to soar soon,
substantial generalized price pres-
sures seem unlikely any time soon.”
An asterisk at the end of that sentence
leads the reader to a footnote in which
the World Bank economists finish the
argument: “T'he relationship between
monetary aggregates and inflation is
complex. That is why central banks in
mature market economies have large-
ly abandoned using money as a guid-
ing variable for inflation projections,
giving priority to output gaps.”

So the economists give intellectual
cover to the money printing. For the
“mature market economies,” we ad-
vise a return to the basics, starting
with the very definitional threshold
of the problem. Inflation is not “too
much money chasing too few goods,”

but too much money, period. What
the fatal, redundant increment of cash
chooses to pursue varies from cycle
to cycle. In pursuit, however, it never
fails to distort something. Lately, the
money has been chasing investment
assets rather than goods and services.
In Shanghai, it is chasing A-shares.
Globally, this year, it has pushed up,
or contributed to the pushing, of the
prices of lead, copper and nickel by
75%, 71% and 50%, respectively. Who
knows? Maybe the central banks have
prevented some prices from falling
further than they otherwise would
have done. Central bankers, however,
to generalize across the profession, re-
fuse even to imagine the problem in
these terms. They are content rather
to assert that, owing to the prodigious
gap between output and potential
output in recession-wracked econo-
mies, their actions have instigated no
inflation but have forestalled defla-
tion. Self-congratulations ringing in
their ears, they are prepared to crank
the presses even faster when duty
next calls. What’s the harm in it? they
seem to ask.

In fact, by cutting off interest rates at
the knees, central banks punish thrift.
Prolonging the lives of businesses that
deserve to go out of business, they
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thwart the designs of the entrepre-
neurs who would, if they could, build
something better. There’s no end of
mischief in quantitative easing. On the
other hand, it’s an ill monetary wind
that blows no portfolio any good. Bei-
jing has been lifting prices in resource
markets. “The round of oil-field auc-
tions in Baghdad last week,” McCul-
ley points out, “is a sign of things to
come, as China National Petroleum
Co. was part of a winning BP-led bid,
while most other Western majors
walked away complaining of unfair
terms. (China National has a separate
deal to develop other Iraqi fields.)
Sinopec is buying Addax Petroleum,
with reserves in West Africa and Iraq,
in an $8.8 billion deal, and, according
to The Wall Street Journal, is paying $16
per barrel of proven and probable re-
serves, more than triple the valuation
of other deals in the region.” Western
companies may answer to their share-
holders, but as an energy consultant
put it to the Financial Times last week,
“The Chinese companies are answer-
ing to politicians who have an aggres-
sive strategy of resource capture.”
The properly skeptical observer is
in a quandary. China holds perhaps
$1.5 trillion of low-yielding T'reasurys
and U.S. agency securities. You'd ex-
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pect it to be edging out of two-year
notes and Fannies and Freddies into
resource investments, even if it had
no doubts about the dollar. But it
does have doubts, which it has taken
to expressing in deeds as well as in
words. On Monday, a Shanghai mu-
nicipal government finance official
called a press conference to announce
the decision of three local companies
to begin settling import and export
contracts in renminbi rather than dol-
lars. From offstage, a Singapore cur-
rency analyst declared, according to
Bloomberg, “This is a first step on the
long road towards that target of mak-
ing the [renminbi] a global reserve
currency. That’s probably going to
take five years or more.”

It could be a long, hard road if China’s
Monkeybrains banking system follows
the Penn Square-type trajectory, as we
expect it will. Besides, Bloomberg News,
in the very same dispatch, relates that
the dollar’s share of official vault space
climbed to 65%, or $2.6 trillion, up 100
basis points on an admittedly incomplete
sample set, in the first three months of
the year. And it quotes He Yafei, China’s
deputy foreign minister, speaking in
Rome on Sunday: “The dollar will main-
tain its role for ‘many years to come.””

So saying, He came to the root
of the problem. The dollar’s “role”
in the world—its exalted status as
a reserve currency—is what has fa-
cilitated the piling up of debts on
one side of the Pacific and U.S.
Treasury assets on the other. It is
the dollar’s role that has allowed
the United States to consume much
more than it produces and to fi-
nance the difference in the curren-
cy that it alone may lawfully print.
China ships merchandise to us; we
ship dollars to China. These dollars
wind up at the doorstep of the Peo-
ple’s Bank, which creates the ren-
minbi with which to absorb them.
And what does the bank do with its
greenbacks? Why, it invests them
in the securities of the U.S. govern-

Bad debt comes later
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ment. Note, please, that the dollars
might as well have never left home.
Note also that their transit insti-
gates credit creation in China, some
of which, though not all, may be
neutralized, or “sterilized,” by the
People’s Bank. Under a proper gold
standard, creditor countries gain re-
serves while debtor countries lose
them. Built into that system is a
balancing mechanism. New under
the paper-money arrangements of
recent decades is a kind of intrinsic
imbalance. The major debtor coun-
try loses no reserves even as the
debtor countries gain them.

Our Great Recession has restored a
small measure of balance to the inter-
national financial traffic. U.S. imports
have fallen further than U.S. exports,
thus reducing the U.S. current-account
deficit for the first quarter to $101.5 bil-
lion vs. the year-ago reading of $179 bil-
lion. The second-quarter shortfall was
the smallest in absolute terms since the
fourth quarter of 2001, and the small-
est as a percentage of GDP—2.9%—
since the first quarter of 1999. Yet, still,
China accumulates dollar bills. “De-

spite a year-over-year drop in exports
of 26.4%,” McCulley notes, “and the
American consumer’s newfound taste
for thrift, China has posted an $89 bil-
lion cumulative trade surplus through
May, which is actually ahead of last
year’s record-setting pace.”

A good-size portion of the Treasurys
and agencies that America’s creditor
nations accumulate is held for safe-
keeping at the Federal Reserve Bank
of New York. We track these custody
holdings on pages six and seven of
Grant’s; the Fed discloses them every
Thursday. Strange to relate, they have
grown, not shrunk, in the past three
months, at an annual rate of 27%.

All in all, the world is reverting to
pre-crisis form. Central banks are
monetizing dollars, subsidizing credit
and socializing risks, and the People’s
Bank is outdoing all others in this
direction. Certain it is that these un-
precedented monetary maneuvers
will come to a sorry and dramatic end.
What we are struggling to divine is the
timeline. Watch this space.
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